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This paper empirically studies the efficiency of Chinese banks for the period 
1999-2008. It finds out that in term of assets, deposits and loans, Chinese banks 
grown rapidly over the ten year period. The study also measures the technical and 
cost efficiency of the Chinese banks using the Stochastic Frontier Approach. The 
findings show that on the average, the efficiency of overall Chinese banks has 
increased during the period of study however the efficiency level is still low. The 
study also reveals that JSCB are more cost efficient than Big 4 however the latter 
outperformed JSCB when it comes to technical efficiency. 
 
The results imply that the effort of the government to reform China’s banking 
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Chapter 1 Introduction 
1.1. Motivation of the Study 
The banking sector is considered to be an important source of financing for most 
businesses. It served as the backbone of the financial industry, and the monitoring and 
analysis of its operation would help to timely identify risks in the sector and 
contribute to the sound performance of the financial system. Banks have historically 
been, and continue to be an important source of capital for the economy and the 
primary source of domestic savings. China’s banking system has undergone a lot of 
changes in the last two decades: banks are now functioning more like banks than 
before. The increasing competition in the national and international banking markets, 
the change over towards monetary unions and the new technological innovations 
herald major changes in banking environment, and challenge all banks to make timely 
preparations in order to enter into new competitive financial environment. 
  
In 2008, three listed Chinese banks, Industrial Banks of China, Bank of China and 
China Construction Bank had replaced their American and European counterparts to 
be the world’s three largest commercial banks in terms of market capitalization after 
they were listed on the Hongkong and Shanghai stock exchange. At present, banks 
continue to dominate China’s financial landscape. Early in 2009, BOC, ICBC and 
CCB market capitalization amounting to $129.6, $192.5 and $147.7 billion 
respectively, makes it to be the top three banks in terms of capitalization (see Table 
1-1). 
Table 1-1 Market Capitalization of selected 
world largest banks 2007 -2009 ($ Billions) 
Banks 2007 2008 Mar - 09 
BOC 229.7 110.3 129.6
ICBC 371.8 173.0 192.5
CCB 315.1 131.0 147.7
RBS 99.60 11.9 5.8
HSBC 195.00 112.3 94.7
Citigroup 147.10 38.9 13.9
BOA 183.10 70.6 43.7
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Nowadays, banking and financial market integration is increasing, leading to 
increased competition between domestic and foreign banks. Hence the measurement 
of bank efficiency in China is important for policy makers and bankers to enable them 
to understand how these potential changes impact on incumbent local banks. 
Therefore the major research question is: How efficient Chinese banks are? In this 
paper we aim to answer the question based on available data and information.  
The Chinese government has introduced significant reforms to improve the efficiency 
of its financial system, and at the same time, to strengthen the safety and soundness of 
financial institutions. The banking system must not only efficient in carrying out its 
tasks as intermediaries in the financial market; it must also be financially strong to 
withstand adverse shocks, such as major policy change and sharp asset price 
adjustment, among others. It has been well documented in the literature that the 
efficient functioning of the financial system, particularly that of the banking system, 
contributes significantly to economic growth. However the efficiency of Chinese 
banks’ financial system, in general, and the banking system in particular, is often 
questioned as the public becomes wary over its performance in recent years.  
Nowadays, the Chinese banking system has been increasingly influential in the 
world-becoming a real player in an open financial market. Therefore, it is of great 
interests to examine their performance to see whether they are efficient enough to 
compete with foreign rivals. It is also of great importance to know how far Chinese 
banks have gone through since the reform, by assessing their financial characteristics 
and performance.  
1.2 Objective of the study 
The main goal of this paper is to examine how efficient Chinese banks are in terms of 
technical and cost efficiency analysis. It will also analyze china’s banking sector on 
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1.3 Methodology of the study 
In order to evaluate the internal performance of the bank, financial indicators are 
constructed from the bank financial statements. Financial ratios like ROA, ROE and 
ROD are calculated. Employing the data of 14 Chinese banks for the period 
1999-2008, this study also measures the technical and cost efficiency of the Chinese 
banking sector using the Stochastic Frontier Approach. The computer program 
FRONTIER 4.1 developed by Coelli, has been used to obtain the maximum likelihood 
estimates of parameters in estimating technical and cost efficiency. 
1.4 Organization of the Study 
This paper is divided into five parts. Following the introduction, Chapter 2 will give 
us insights on the banking sector-then and now. Chapter 3 focuses on the banking 
sector growth, structure and performance. Chapter 4 proceeds with the methodology 
and data used to carry out the efficiency analysis followed by the empirical findings 
and interpretations. The last part of this paper draws out some basic conclusions.  
1.5  Contribution of the study 
The main contribution of this study to the empirical literature on the Chinese banking 
market is the employment of the Stochastic Frontier Analysis to measure the 
efficiency of the banks. It also make financial comparison based on return on assets, 
return on equity, return on deposits and other financial activities to determine the 
performance of the banks. It will provide valuable information about the banks 
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1.6 Limitation of the study 
Like any other study, this paper is also with limitations. Lack of data precluded the 
use of all existing banks in the country in this study. More specifically, some banks 
had financial statements in some years that lacked in details or breakdowns of 
financial items needed for the analyses, and therefore were weeded out of the 
sampling frame. Thus the panel data are unbalanced however; it is noteworthy that the 
time series data on the Chinese banks included offer significant benchmark 
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Chapter 2 Literature Review 
Generally, the financial performance of banks and other financial institutions has been 
measured using a combination of financial ratio analysis, benchmarking, measuring 
performance against budget or mix methodologies (Avkiran 1995). Simply stated 
much of the current bank performance literature describes the objective of financial 
organizations as that of earning acceptable returns and minimizing the risks taken to 
earn this return (Hempel G. Coleman 1986). There is generally accepted relationship 
between risk and return, that is the higher the risk the higher the expected return. 
Therefore, traditional measures of bank performance have measured both risks and 
returns. 
Using ratio analysis within a single country setting is the first batch of bank efficiency 
studies. (Alhadeff, 1954; Benston, 1965; Bell and Murphy, 1968). Followed by 
studies using new linear programming techniques, often using the structure, conduct 
and performance (SCP) research paradigm and was based on cost efficiency 
measurement (Ruthenberg and Elias, 1996; Altunbas and Molyneux, 1996). The third 
generation bank efficiency measures included: (i) the measurement and comparison of 
cost and profit efficiencies (Berger and Mester, 1997); (ii) the comparison of different 
efficiency models on the one data set (Allen and Rai, 1996; Weill, 2002); and (iii) the 
inclusion of environmental variables especially in cross-country literature (Dietsch 
and Lozano-Vivas, 2000).  
Over the last century, much attention has been devoted to banking efficiency study. 
The earlier studies focus on economies of scale by examining whether cost per unit 
can be reduced by increasing output, and economies of scope by examining whether 
costs per unit can be lowered by joint production. The recent merger and acquisition 
in the UK banking sector provides a good example of scale of economies involving 
huge commercial banks. As for scope economies, empirical studies reveal small cost 
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